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In a four-day, non-jury trial, plaintiff Securities and
Exchange Comm ssion (“SEC’) presented its securities fraud
al | egati ons agai nst defendant Craig N. Cohen. The SEC asserts that
defendant, as the Chief Financial Oficer (“CFO) of TALX
Corporation (“TALX’'), accelerated revenue to neet earnings goals
which resulted in material m srepresentations in the reporting of
TALX s earnings. Specifically, the SEC s first anmended conpl ai nt
asserts that defendant Cohen enpl oyed a schene to defraud i nvestors
(Count 1); obtained noney by making material msstatenents both
negligently and with scienter (Counts 2 and 3); knowi ngly falsified
books and records and failed to inplement a sufficient system of
internal controls (Count 4); aided and abetted TALX in filing
materially m sleading reports with the SEC (Count 5); aided and
abetted TALX in failing to keep accurate books and records and to

i npl ement a sufficient systemof internal controls (Count 6); and



made materially false statenents to TALX s independent auditors
(Count 7).

The Court, sitting wthout a jury, tried the issues
bet ween Cctober 23 and Cctober 26, 2006. Havi ng consi dered the
pl eadings, the testinony of the wtnesses, the docunents in
evidence, and the stipulations of the parties, and being fully
advised in the premses, the Court hereby nmakes the foll ow ng
findings of fact and concl usions of |aw, in accordance with Fed. R
Cv. P. 52(a).!

l. FI NDI NGS OF FACT

Defendant Craig Cohen is a resident of St. Louis,
M ssouri, and was licensed in Mssouri as a certified public
accountant from 1982 through 2005. TALX--a corporation with its
principal place of business in St. Louis, Mssouri--provides
automated enploynent and inconme verification, and outsourced
unenpl oynment cost-managenent services. As a public conpany, TALX s
common stock has been traded on the NASDAQ National Market System

W thout interruption from 1996 through the present.

1 After the trial, the parties were ordered to submt
proposed findings of fact and concl usions of [aw wi th pinpoint
citations to the record, in addition to supplenental trial
briefs. The SEC in particular repeatedly cites to unsupportive
and nmulti-paged exhibits without pinpoint citations. The Court
made clear that it wll not “wade through and search the entire
record for sone specific facts that m ght support [a] party's
claim” See White v. MDonnell Douglas Corp., 904 F.2d 456, 458
(8th Gr. 1990) (quoting InterRoyal Corp. v. Sponseller, 889 F.2d
108, 111 (6th Gr. 1989)). Even with proper citations, the SEC s
clains are generally unsupported and conclusory in nature.
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As the CFO of TALX from 1994 t hrough May 2003, defendant
was responsible for all of the financial functions of the conpany
i ncluding accounting and recording revenue. He nonitored the
conpany’s performance and acted as a primary reporter to the
financial public and investors by drafting all of the financial
press rel eases.

During defendant’s tenure as CFO, TALX had five different
lines of business which included the Custonmer Prem ses Systens
Division (“CPS") and the Human Resources and Benefits Application
Services Division (“HRBAS"). Def endant was Vice President of
TALX s CPS and HRBAS divisions fromMay 1999 to May 2003. As Vice
President, defendant was responsible for the operations of the
busi ness, profit and | oss, and personnel. After May 2003, when
def endant relinquished his posts as Vice President and CFO he
served as the Executive Vice President of TALX until Decenber 31,
2003, when he resigned.

A Organi zati on and De-enphasis of the CPS Business

The CPS busi ness has a three-I|evel hierarchy of managers.
At the top, the CPS team managers, Joyce Dear and Brian Bolle,
reported directly to defendant. John Foley replaced M. Dear
sonetinme after May 2000, and becane team manager and a direct
report to defendant. Under the team nanagers were the group
managers who reported directly to Ms. Dear, and later to M. Fol ey.

For exanple, during fiscal year 2001, Tinmothy Finnell and Jim



McDonnel | were the two CPS group managers. M. Finnell nmanaged the
group that inplenmented CPS upgrades sold to existing CPS custoners;
and M. MDonnell managed the group that inplenmented CPS systens
sold to new custoners. M. Finnell transitioned out of his
position as CPS manager in Decenber 2000, and M. MDonnell becane
manager of the upgrades and new systens groups. Underneath the CPS
group managers were the CPS project managers and engineers who
reported to M. Finnell and M. MDonnell. Overall, defendant was
senior to the team group, and project nmanagers (collectively “the
CPS managers”).

In 1998, WlIlliam Canfield, TALX s Chief Executive
Oficer, decided that TALX would de-enphasize its CPS |line of
busi ness. He did so because the CPS business revenues were
i nconsi stent and he wanted to focus on businesses that generated
recurring revenue. M. Canfield also believed that there was
hi gher growth potential in TALX s The Work Nunber (“TWN') busi ness
because TALX was the only conpany providing that service. 1n 1998,
TALX reduced comm ssions on CPS sales. [In 2000, TALX announced it
woul d di sconti nue sales to new custoners. Later, TALX announced it
woul d di scontinue sales of CPS systens. Finally, in June 2003,
TALX announced that it was discontinuing CPS naintenance and
support--although to date TALX still provides that service. CPS
revenues decreased each fiscal year from35. 0%of the total conpany
revenue in 1999, to 30.1% in 2000, to 16.9% in 2001, to 7.7% in
2002, and then to 1.3%in 2003. During that tinme, TALX experienced
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growh in its other lines of business related to TWN and HRBAS
whi ch were publicly announced to be where future earnings growh
woul d occur. M. Canfield spoke with anal ysts during this tine and
enphasi zed that TALX was shifting away from the CPS I|ine of
busi ness.
B. Fi nanci al Reporting and Audits

In 1996, TALX filed with the SEC a registration statenent for
the initial public offering of 1its common stock wunder the
provisions of 8 12(g) of the Securities Exchange Act of 1934
(“Exchange Act”), 15 U.S.C. 8 781 (g). As a public conpany which
has registered its stock under 8 12(g), TALX is required to file
quarterly, annual, and current reports wth the SEC on Fornms 10-Q
10-K, and 8-K, respectively. The quarterly and annual reports nust
contain financial statenents prepared in accordance with generally
accepted accounting principals (“GAAP”). Before participating in
anot her stock offering, TALX is also required to file an S 3
registration statenent. Defendant revi ewed, approved, and signed
TALX s S-3 registration statenent in June 2001 and Forns 10-Q from
Novenber 1996 t hrough January 2003 and 10-K for fiscal years 1997
t hrough 2002. 2

During fiscal years 1999 through 2003, Keith G aves, as

TALX s Controller, had direct day-to-day responsibility for

2 TALX' s fiscal years run fromApril 1 of the prior year to
March 31 of the next cal endar year. For exanple, TALX s fiscal
year 1999 began April 1, 1998, and ended March 31, 1999.
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managi ng t he accounti ng department and constituted defendant’s only
direct report in the accounting departnent. Defendant nade hi nsel f
available to M. Gaves whenever needed and had oversight
responsibilities for TALX' s nonthly financial statenents, which
were prepared by M. Graves and accounting personnel from 1999 to
2003 as part of the fiscal year financial statenents. Once
prepared, the nonthly financial statements were distributed to and
revi ewed by defendant and M. Canfiel d, who exam ned t he statenents
for the whol e conpany, and the various nmanagers, including the CPS
t eam managers, who exam ned the revenues and expenses associ ated
with their particular group or departnent. The CPS and ot her
busi ness-line managers raised any questions with the accounting
departnent. Defendant reviewed TALX s financial statenents as a
whol e for any anonalies or unusual variances, which, when found,
were assigned to M. Graves to research. As CFO, defendant wanted
t o know how busi ness was goi ng, particularly when TALX was cl osi ng
any maj or transacti ons, and whet her the transacti ons were correctly
recor ded.
1. Quarterly Review

At the end of every quarter, the accounting departnent
conbined the nonthly financial statenents into quarterly
financials. The conbined information was reviewed by M. Canfi el d,
M. Gaves, and defendant to | ook for unexplained itens. Next, a

narrative of the financial information was put into the formt



required by Form 10-Q During defendant’s tenure as CFQO, this
process was done initially by defendant and then later by M.
G aves. Def endant, M. Gaves, KPMG International (TALX s
auditors), and Bryan Cave LLP (TALX s outside securities counsel)
reviewed both the financial statenents and the narrative
information for accuracy and conpletion of all the Form 10-Q
requirenents. Li ke the nmonthly financial statenments, quarterly
financial statenents were distributed to the CPS and ot her managers
for their review

TALX s Audit Commttee reviewed the financial statenents
included in TALX s 10-Q filings. KPMG al so spent several days
every quarter conducting a review of TALX s quarterly financial
statenents included in TALX s 10-Q filings. Wile M. Gaves was
KPMG s primary contact person, defendant answered questions during
KPMG s quarterly review and conducted an exit interview at its
conclusion. After each quarterly review process was conplete from
fiscal year 1999 through 2003, M. Canfield and defendant signed
TALX' s Form 10-Q M. Gaves signed TALX s 10-Q in defendant’s
pl ace for the first and second quarters of fiscal year 2004.

2. Annual Revi ew

At the end of the fiscal year, the accounting departnent
conbi ned data for the year into an annual financial statenment. As
with monthly and quarterly financial statenments, the year-end

financial statenments were initially reviewed by M. Canfield,



def endant, M. G aves, and ot her seni or nmenbers of TALX managenent.
Just as with the 10-Q, in later years M. Gaves prepared the
narrative portion of the Form 10-Ks instead of defendant. After
managenent, including defendant, was satisfied with the draft of
the 10-K, it was distributed to KPMG and Bryan Cave for their
revi ew. Next, the draft 10-K was circulated to TALX s Board of
Directors for their review, thus conpleting the 10-K review
process.® Every fiscal year from 1999 to 2003, defendant, M.
Canfield, M. Graves, and TALX s Board nenbers signed TALX s 10-Ks
and defendant filed themwith the SEC. In connection with TALX s
year-end, KPM5G conducted an audit of TALX s annual financial
st at ement s.
3. KPM5 Annual Audits

TALX s audit team consisted of an audit partner (Jerry
Carlson in fiscal years 1999 and 2003, and Joe Maloney in fiscal
years 2000 to 2002), an audit manager, a seni or accountant, and two
or three staff accountants. As required by generally accepted
auditing standards (“GAAS’), the audit partner and the KPMG audit
t eam pl anned and conducted the year-end audit to obtain reasonabl e
assurances that the audit woul d detect any material m sstatenents,
such as any fraud and other illegal acts that my affect the
financial statenments. Each year, KPM5 s audit team spent one week

of the audit before the close of TALX s fiscal year-end and anot her

3 Def endant was not on TALX s Board of Directors.
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three weeks during March and April onsite at TALX auditing,
testing, and verifying TALX s financial statements, including CPS
revenues and earnings. The audit teanmis primary contacts during
t he annual audit were M. Gaves and TALX s assistant controllers.
Def endant’ s involvenent in the annual audit normally consisted of
two neetings with the audit partner--one at the begi nning and the
other at the conclusion of the audit. Def endant nade hi nsel f
avai l able i f KPMG had questions during the audit. The nmanagers of
CPS and ot her businesses were nade available to KPMG whenever a
meeting was requested. KPMS deci ded when and with whomit woul d
meet during each audit.

After conpletion of the annual audit, KPMG signed
unqual i fied audit opinions which were included in TALX s 10-K and
whi ch certified that KPMG had pl anned and perforned its audits to
obt ai n reasonabl e assurance that TALX s financial statenents were
free of material errors; that the audits included exam nation and
testing of the anmounts and di scl osures contained in the financial
statenents; that TALX s financial statenents fairly presented in
all material respects TALX s financial position; and that TALX s
financial statenments were prepared in accordance with GAAP. At the
concl usion of KPM5 s revi ew and audit process, whil e defendant was
CFO, KPMG prepared and required defendant, M. Canfield, and M.
Graves to sign nmanagenent representation letters attesting that al

the material transactions were done in accordance with GAAP.



C. Secondary O fering

TALX first began to seriously consider a secondary
offering in April or My of 2001. From Decenber 2000 through My
2001, TALX nmet several times wth CIBC, one of the investnent
banking firnms that ultimtely participated in TALX s secondary
of fering. Defendant participated in sonme of those neetings. CIBC
suggest ed net hods of raising capital as early as February 2001. As
of May 8, 2001, when M. Canfield infornmed defendant that he was
considering a secondary offering, the fiscal 2001 vyear-end
financial statenents were already final, and KPMG had conpleted its
audit and issued its opinion, dated April 20, 2001. Additionally,
TALX had already released its press release of April 25, 2001,
drafted by defendant, announcing that it had nmet its fourth quarter
and fiscal year 2001 earnings per share (“EPS’) targets, and that
its EPS had grown by nore than 50 percent.

On June 22, 2001, TALX filed an S-3 registration
statenment with the Comm ssion to sell approximately 2.74 mllion
common shares in a secondary offering to the public. On July 13,
2001, TALX filed the first amendnent to its registration statenent.
On July 18, 2001, TALX reported first quarter fiscal year 2002
ear ni ngs grow h exceedi ng 50 percent. On July 31, 2001, TALX filed
the third amendnent to its registration statenent. Def endant
signed the registration statenent and the amendnents as TALX s CFQO

Def endant al so prepared and had final revi ewand approval of TALX s
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prospectus dated August 3, 2001, relating to the secondary
offering. On August 3, 2001, TALX s registration statenent becane
effective and the conpany offered and sold to the public 2.95
mllion shares of conmon stock at the price of $32 per share. In
the two quarters preceding the secondary offering--the fourth
quarter ending March 31, 2001, and the first quarter ending June
30, 2001--TALX understated CPS revenue and its earnings.
D. Revenue Recognition Policy and Internal Controls

When TALX entered into contracts with CPS custoners, TALX
normally recognized the following three types of revenue: (i)
revenue fromthe sale of conputer equipnent; (ii) revenue fromthe
sale of conputer software; and (iii) revenue from the sale of
i npl ementati on services, which included witing conputer prograns
and installing upgrades or new CPS systens at custoners’ prem ses.
TALX wused the percentage-of-conpletion accounting nethod to
recogni ze revenue on the portion of the contracts that provided for
i npl ement ati on servi ces--neani ng TALX woul d recogni ze a percent age
of the total contract revenue according to the nunber of estimated
project hours that were conpleted in the rel evant peri od.

1. Managers’ Role in the Revenue Recognition Process

As the Vice President of CPS, the CFO and the head of
i nternal controls, defendant was responsi bl e for supervision of the
CPS managers and the revenue. TALX s CPS nmanagers were del egated

responsibility for revenue recognition and reporting on CPS
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contracts. On sales and inplenentations of new CPS systens and
upgrades to existing CPS systenms, the CPS managers were also
responsible for estimating and tracking the percentage-of-
conpl eti on and revenue recognition. The CPS managers were trained
to estimate the nonths, quarters, and years when TALX woul d provi de
CPS i npl ement ati on services to custoners and recogni ze revenues for
such services. After TALX entered into a CPS contract, group and
project managers nmet wth clients to prepare and agree upon an
i npl ementation schedule for the project. Based on the
i npl ement ati on schedul e, group and proj ect nmanagers determ ned t he
mont hs, quarters, and years during which TALX would recognize
revenue on CPS contracts and projects they nanaged.

Team group, and project managers were responsible for
and did provide Beverly Lakebrink, a financial analyst in the
accounting departnent, wth revenue recognition and scheduling
information. Ms. Lakebrink used the information to prepare detail
sheets, which contained all pertinent information for each
contract, and revenue reports. Ms. Lakebrink circulated the
revenue reports to defendant and the CPS nmanagers on a bi-weekly
basi s. The CPS managers were delegated the responsibility to
review, update, and make changes on the revenue reports to ensure
the accuracy of the reports and particularly to reflect any
anendnents to the i npl enent ati on schedul e whi ch del ayed and changed

revenue recognition. These changes were communicated to M.
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Lakebri nk. In addition, the CPS managers were responsible for
providing M. Lakebrink with immedi ate updates and changes to
revenue recognition whenever they |earned of a project delay or
ot her schedul e change.

Proj ect managers prepared and provided weekly status
reports to the team managers informng them of the status and
actual percentage of conpletion of projects. M. Finnell, a CPS
group manager, regularly reviewed the reports and nmet with the
project managers in his group to discuss and conpare the reports,
the schedule for revenue recognition, and the status of each
project reflected in the weekly status reports. M. Finnell did
not neet with defendant on a regular basis to di scuss changes nade
on the revenue reports, but did neet with hima couple of tines to
keep hi mapprised of the status of Finnell’s projects. M. Finnel
returned the revenue reports with his changes directly to M.
Lakebri nk.

2. Ms. Lakebrink’s Role in the Revenue Recognition Process

Ms. Lakebrink reported directly to M. Gaves, the
Controller, and later Megan Sullivan when G aves was pronoted to
CFO after May 2003. One of Ms. Lakebrink’s responsibilities was to
track revenues and update revenue recognition for CPS contracts and
proj ects. When TALX entered into a CPS contract, M. Lakebrink
prepared a detail sheet which included the total revenue and a

quarterly and nonthly grid scheduling when and in what anounts
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revenue recognition was or woul d be recogni zed on CPS projects. In
preparing the detail sheets, WM. Lakebrink wused information
provi ded by the CPS managers. The sheets were |linked to the bi-
weekl y revenue reports so that they included the sane information.
| f a revenue recognition schedule contained in a detai
sheet and the bi-weekly revenue reports was or becane erroneous for
any reason, M. Lakebrink expected the CPS nanagers to correct or
report the errors. Follow ng the March 8, 2000, neeting discussed
bel ow, Ms. Lakebrink distributed over 40 bi-weekly revenue reports
to the CPS nmanagers and others, including defendant, each nonth.
In addition to receiving changes nmade on the revenue reports, M.
Lakebrink also received verbal and e-mail updates from the CPS
managers and occasionally from defendant. Upon receipt of the
changes, Ms. Lakebrink updated the revenue reports, reported the
changes to the accounting departnent to adjust TALX s general
| edger, and used the updated detail sheet to prepare and circul ate
the next bi-weekly revenue report. If M. Lakebrink did not
recei ve changes and updates froma team group, or project manager
by the end of the nonth, she followed up and asked if they were
aware of any changes that shoul d be nade.

Ms. Lakebrink nmet with defendant at each nonth-end and
quarter-end to review copies of bi-weekly revenue reports M.
Lakebrink previously had provided to defendant. The purpose of
their nmeeting was to determ ne whether there were any anonmalies in
the revenue reports. | f any existed, defendant or Ms. Lakebrink
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foll owed up wi th managers and obt ai ned an expl anati on or additi onal
i nformation.
3. Defendant’s Role in the Revenue Recognition Process

Overall, revenue recognition for each job was def endant’s
responsibility. Al though defendant was the head of TALX s i nternal
control function, he had del egated various responsibilities to the
CPS managers, as discussed supra. Defendant did not do any of the
follow ng: participate in project planning neetings; prepare or
review project plans; estimte and schedul e revenue recognition on
projects; prepare or review the project managers’ weekly status
reports; attend weekly status neetings of group and project
managers; neet with group and project managers to review projects
and revenue recognition on projects; reviewdetail sheets prepared
by Ms. Lakebrink; provide Ms. Lakebrink with the estinmated peri ods
of time over which revenue was schedul ed to be recognized on CPS
contracts; reviewthe CPS managers’ changes to the revenue reports;
or report or neke changes to the general |edger. Addi tionally,
def endant di d not have access to the conputer Ms. Lakebrink used to
prepare detail sheets and revenue reports.

Def endant did have regular neetings with his direct
reports twice a nonth for one to two hours to di scuss any pertinent
i ssues, which did at tines include updates on the status of |arger
proj ects. Def endant reviewed the bi-weekly revenue reports

circulated by Ms. Lakebrink at or near the end of each quarter.
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Additionally, he had access to the total budget for the jobs and
t he nunmber of hours that were worked. \Wen defendant noticed a
problem he reported it to the team nmanagers. Def endant nade
changes on revenue reports on an i nfrequent basis and only when and
because he personally | earned of a project change or delay. Wen
Ms. Lakebrink infornmed defendant that she was not receiving tinely
changes and updates from the CPS managers, defendant followed up
and remnded them to report their changes, if any, to M.
Lakebri nk.

Al t hough defendant was effectively the last in line to
revi ewthe changes Ms. Lakebrink made, defendant never took revenue
reports and conpared themto the original contracts. In review ng
t he bi weekly revenue reports, defendant did not use any docunents
to assist himor double check the reports with the project or team
managers. Essentially, defendant relied on the CPS managers to
record the revenue and conme to defendant with any problens. As
CFO, defendant did distribute the revenue results through earni ngs
rel eases (such as the releases of April 25 and July 18, 2001),
conference calls with the investment community (such as the one on

April 26, 2001), and TALX s website.

4. Revenue Recognition Training
Def endant held a training session on March 8, 2000, for

the purpose of training the project nmanagers how to recognize
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revenue on the contracts and upgrades they managed. The March 8
training session was attended by all the CPS managers, M. G aves,
and Ms. Lakebri nk. Def endant explained and distributed a
menor andum concerning the above-di scussed revenue recognition
pr ocess. Def endant explained that for hardware sales, TALX
recogni zed revenue when the hardware shipped from TALX; and that
for CPS services, TALX recognized revenue on a percentage of
conpl etion basis--with revenue to be recogni zed as a percent age of
the total contract revenue comensurate with the nunber of hours
enpl oyees spent working on that job.

Def endant hel d a second neeting on May 4, 2000, with al
team and project nanagers to do a conprehensive review of their
revenue recognition responsibilities. He prepared and distributed
a nmenorandum specifically identifying and describing their duties
and responsibilities, and reviewed wth CPS team and group
manager s, anong others, that they were directly responsi ble for CPS
revenues, profitability, and billing CPS clients. Defendant al so
reviewed with the team group, and project managers that they were
responsi bl e for schedul i ng projects, scheduling revenue recognition
on the projects, reviewng bi-weekly revenue reports, making
changes to the schedule for revenue recognition, and providing

t hose changes to Ms. Lakebri nk.
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E. The Kai ser Project

M. Finnell and Laura Ceretti were the respective group
and project managers responsi ble for the CPS contracts with Kaiser
Per manant e bet ween 2000 and 2001. Ms. Ceretti, wth the assistance
and supervision of M. Finnell, prepared the project plan that
schedul ed when TALX would perform the inplenentation services to
upgrade Kaiser’'s CPS systenms. M. Ceretti’s prelimnary project
pl an schedul ed the upgrades to begin on July 14, 2000, and to be
conpl eted on Septenber 24, 2001. This date was |ater extended to
Cct ober 24, 2001.

The revenues for the CPS i npl enentation services portion
of the Kaiser project were scheduled for recognition and were
recogni zed during the six-nmonth period fromJuly through Decenber
2000. M. Finnell and Ms. Ceretti had weekly status neetings to
review the status of the Kaiser project. M. Ceretti prepared and
M. Finnell reviewed weekly status reports which reflected the
status and the actual percentage of conpletion of the Kaiser
proj ect . M. Finnell and Ms. Ceretti received and reviewed bi-
weekly revenue reports that listed the Kaiser project and the
schedul e for revenue recognition of the CPS i npl enentation services
provided on the project. Three of the bi-weekly revenue reports
whi ch were circul ated and revi ewed during the six-nonth period are

in evidence, nanely: revenue reports dated OCctober 20, 2000,
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Novenber 17, 2000, and Decenber 7, 2000. 1In each report, revenues
for the CPS i npl enentation services provided on the Kai ser project
are schedul ed for recognition in increnental amounts of $77,603 in
Cct ober, $77,603 in Novenber, and $77,603 i n Decenber 2000; and al
revenue i s schedul ed to be recogni zed in full by Decenber 31, 2000.
In each of the three reports, M. Finnell changed revenue
recognition on projects listed in the reports, but he nmade no
changes on t he Kai ser project. Consequently, M. Lakebrink made no
changes to the revenue recognition schedule for the Kaiser project
because no changes were provided or reported to her.
F. Def endant’ s Knowl edge of M sstatenents

As CFO during the period from 1999 to 2003, defendant
reviewed TALX' s nonthly, quarterly, and year-end financia
statenents prepared by M. Gaves and the accounting departnent.
The CPS services revenues did not give rise to wunusual or
significant variances. As Vice President from May 1999 to May
2003, defendant also reviewed the financial statenents from an
operati onal perspective. CPS revenues were expected to and did
vary from nonth to nonth, quarter to quarter, and year to year
M. Canfield, defendant, and the SEC s expert, Larry Barton,
described CPS revenues as “lunpy” given the erratic and variable
nature of CPS revenues during the period from 1999 t hrough 2003.

Ms. Lakebrink and the team group, and project managers

were routinely scheduling revenue recognhition on projects,
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reviewing bi-weekly revenue reports, and making or reporting
changes to the revenue recognition schedules on projects listed in
the reports. There is no evidence that M. Lakebrink or the
managers were concerned or expressed concerns that the CPS revenue
recognition and reporting process was not functioni ng adequately or
t hat managers were unabl e to adj ust and were i nadequat el y adj usting
revenue recognition on projects that were del ayed or disrupted.

Def endant received several emails sent intermttently
from March through October 2001 concerning Kaiser’'s billing and
refusal to pay its invoices on the Kaiser project in full. In
three responses to the enmail s, defendant di scussed billing matters.
Kai ser’s refusal to pay invoices tinely was neither unusual nor
unexpected. Its paynent of the invoices on the project had only
first beconme due at the end of February 2001. TALX enpl oyees knew
Kai ser as a “slow pay” custoner, neaning its standard practice was
to del ay paynent of invoices for at |east six nonths.
G TALX s Discovery and Investigation of the CPS Errors

In Novenber 2003, M. Gaves initially discovered that
revenue recognized in fiscal year 2001 on the CPS inplenentation
services provided to Kaiser was inconsistent wth actual hours
enpl oyees had reported on the project. Following the initial
di scovery, M. Gaves and accounting personnel undertook an
internal investigation to determ ne the extent to which Kaiser and

ot her CPS revenues were recognized erroneously on sales of CPS
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servi ces. After M. Gaves notified KPMs of the discovery and
internal investigation, KPMs assenbled a teamand | aunched its own
i nvestigation and audit of TALX s CPS revenue recognition from1999
t hrough 2003. TALX also fornmed a special commttee of TALX
directors to investigate the potential CPS revenue recognition
errors. To assist the coomittee, TALX engaged G enn Davis and the
Arnstrong Teasdale law firm to conduct a special investigation.
KPMS s team which included three forensic accounting specialists,
pl anned and conducted its special audit to include procedures
requi red by GAAS and 8 10A of the Exchange Act to determ ne whet her
there was evidence or reason to believe that the CPS revenue
recognition errors and msstatenents were the result of illegal
acts.

As part of their investigations, KPMs and TALX revi ewed
72 CPS contracts; conpared the hours enpl oyees reported working on
each CPS contract agai nst the revenues recogni zed on each contract;
and interviewed Ms. Lakebrink, project nanagers, and team nmanagers
regardi ng the CPS revenue recognition and reporting process. TALX
and KPMG concluded and reported that the msstatenents of CPS
revenue discovered in 2003 and restated in January 2004 were the
result of errors in the application of accounting principles inthe
CPS busi ness. KPMG concl uded that CPS services revenue had been
erroneously recogni zed before and during fiscal years 1999 t hrough
the second quarter of fiscal year 2004 because project mnagers
were not adequately adjusting revenue recognition on revenue
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reports to account for changes and delays in conpleting CPS
proj ects.

The Arnstrong Teasdal e i nvestigation did not concl ude any
m sstatenments were the result of illegal acts. KPMG s special team
of forensic auditors net and di scussed the results of the Arnstrong
Teasdal e i nvestigation with denn Davis, and the teamrevi ewed t he
investigation’s witten work product, findings, and concl usions.
Based on KPMG s revi ew and di scussi on with Arnstrong Teasdal e, KPMG
al so concluded that the msstatenents did not result fromillega
acts. Upon a recommendation of KPM5 TALX decided to restate its
quarterly and year-end financial statenments to correct the errors.
TALX and KPMG opined that the msstatenents when considered
holistically were material enough to include in the restatenent,
but did not performa SAB 99 materiality analysis, as discussed
below, to determ ne whether the errors or msstatenents in any
particular fiscal quarter or fiscal year from 1999 through the
second quarter of fiscal year 2004 were nmaterial.
H. TALX s Restatenent of CPS Earnings

M. Gaves sanpl ed 300 contracts fromthe period between
2000 and 2003 and found that a majority of TALX s CPS contracts
showed i nproperly accel erated revenue. TALX issued a press rel ease
on January 5, 2004, announcing the restatenent. Consistent wth
the findings and conclusions TALX, KPM5 and Arnstrong Teasdal e

reached in their investigations, TALX represented that the revenue
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and earnings msstatements corrected by the restatenment were the
result of errors--which are unintentional msstatenents according
to GAAP. The Court has created the table bel ow using Defendant’s
Exhibit D.* The table conpares each EPS as originally reported and

as restated (originally stated/restated) and reflects the net EPS

changes. ®
Table A: Quarterly EPS M sstatenents
1st Qr 2nd Qr 3rd Qr 4th Qr Year - End Net Change
EPS EPS EPS EPS EPS

FI SCAL $0. 04/ $0. 03
1999 $0. 01 Over st at enent
FI SCAL | $0. 05/ $0. 07/ $0. 08/ $0. 07/ $0. 27/ $0. 01
2000 $0. 04 $0. 09 $0. 11 $0. 04 $0. 28 Under st at enent
FI SCAL | $(0. 15)/ $0. 03/ $0. 20/ $(0.04)/ $0. 05/ $0. 02
2001 $(0. 16) $0. 01 $0. 19 $(0.02) $0. 03 Over st at enent
FI SCAL | $0. 05/ $(0.11)/ $0. 23/ $0. 10/ $0. 29/ $0. 03
2002 $0. 158 $(0. 10) $0. 24 $0. 11 $0. 32 Under st at enent
Fl SCAL | $0. 14/ $0. 17/ $0. 30/ $0. 29/ $0. 90/ $0. 01
2003 $0. 15 $0. 18 $0. 30 $0. 29 $0. 91 Under st at enent
Fl SCAL | $0. 20/ $0. 23/
2004 $0. 20 $0. 23

The tabl e bel ow exam nes the m sstatenents as a percentage of the

total revenue on an annual basis.

* The Court
does not equal

recogni zes that the sum of each quarterly EPS
the year-end EPS in every fiscal year.

> Aloss is reflected in parentheses.

¢ Def endant asserts this ampbunt is $0.05 in contradiction to

Def endant’s Exhi bit D.
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Tabl e B: Annual CPS Revenue M sstatenents

Restated CPS | Total Annual Rest ated CPS Revenue as
Revenue Revenue Percent age of Total Revenue

Fi scal 1999 ($589, 000) $29, 514,000 | 2.00% (overstatenent)

Fi scal 2000 ($8, 000) $36, 024, 000 | 0. 02% (over st at enent)

Fi scal 2001 ($358, 000) $38, 655,000 | 0.93% (overstatenent)

Fi scal 2002 $610, 000 $45, 162, 000 | 1. 35% (under st at erment)

Fi scal 2003 $384, 000 $126, 114, 000 | 0. 30% (under st at erent)

Fi scal 2004 (%16, 000)

(Ql- Q)

Wi | e i nconme was over- and understated i n many contracts each year,
the net effect of the msstatenents is reflected in Table B
| . Defendant’s Dual Role as CFO and Vice President

From May 1999 to May 2003, defendant served both as
TALX's CFO and as its Vice President of the CPS and HRBAS
busi nesses. Defendant’s dual roles were disclosed in TALX s SEC
filings, and they were known to KPMG through its reviews of TALX s
internal controls and to Bryan Cave (TALX s outside securities
counsel) through its reviews of TALX s SEC filings. During its
audit of fiscal years 1999 through 2003, KPMS never advised that
defendant’s dual roles as CFO and Vice President posed a conflict
of interest or created an internal control weakness. Jerry
Carl son, who was the KPMG audit partner in charge of the 1999 and
2003 fiscal year audits, testified that KPMGreached the concl usion

that it was a conflict of interest in hindsight during KPMSG s

24



Decenber 2003 audit and investigation of the CPS revenue
m sst at enent s.
J. Revenue Recognition Errors on Sal es of CPS Hardware

As di scussed above, a mpjority of TALX s CPS contracts
that were sanpled showed inproperly accelerated revenue. On
several contracts, little or no work had been conpleted when
revenue was recognized.’” Exhibit 4 to Plaintiff’s Exhibit 2a,
whi ch plots TALX s earnings and the anount of CPS m sstatenents in
each quarter, does not denonstrate a significant correlation
between the earning trends and the periods during which earnings
were over- or understated. TALX s erroneous bill-and-hold revenue
recognitions with respect to CPS hardware sales to Kaiser
Cuyahoga, and PS Technol ogy, whi ch are di scussed bel ow, only anmount
to fractions of a percent of each rel evant quarter’s total revenue.

1. Kai ser Equi pnent Sal e

When TALX announced in January 2000 that it would cease
provi di ng mai nt enance services for CPS systens owned by custoners
who di d not upgrade systens by Decenber 31, 2000, Kaiser requested
that TALX wupgrade 37 of its CPS systens |ocated in various

hospitals and nedi cal centers. Anong other provisions, the June

" TALX recogni zed revenue on anot her contract wth Kaiser
usi ng the percentage of the project’s conpletion. By the end of
the third quarter of fiscal year 2001 (Decenber 31, 2000), all of
the revenue for this second Kai ser job had been booked even
t hough only about 11 percent of the hours had been worked.

Def endant had the docunentation revealing this m sstatenent at
hi s di sposal
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27, 2000, contract between TALX and Kai ser provides that Kaiser
woul d purchase CPS hardware, software, and software |icenses to
upgrade its 37 systens from TALX for $380,000. TALX and Kai ser
agreed that TALX woul d build the hardware for all 37 systens during
August and Sept enmber of 2000, and that it would ship the hardware
to Kaiser’s Geen Street Laboratory on Cctober 2, 2000. TALX
agreed to defer billing and collection until February 2001 to
enabl e Kai ser to include the cost inits 2001 budget. As discussed
above, Kaiser’'s standard policy was to delay and not pay invoices
for at |east six nonths.

I n August 2000, Kaiser requested that TALX shi p hardware
for 28 of the 37 systens and store the hardware for the renaining
nine systens until Kaiser had space inits Geen Street Lab. Wen
def endant | earned of Kaiser’s request, he discussed wth M. G aves

whet her Kaiser’s request for TALX to store the unshi pped hardware

woul d qualify for bill-and-hol d revenue recognition. Defendant was
aware of the requirenments to book a sale as a bill-and-hold and
wanted to recognize the revenue. M. Gaves discussed the

circunstances with defendant and questi oned whet her the unshi pped
har dware woul d qualify.

M. G aves advised defendant that TALX should obtain a
| etter fromKai ser docunenting that it was requesting bill-and-hold
treatment. Defendant drafted a letter for Kaiser and reviewed it
wth M. Gaves. After sending the draft letter to Kaiser,
def endant pushed Kaiser to get the letter returned by the end of
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the second quarter of fiscal year 2001. Kaiser changed the terns
in the letter and deleted provisions necessary to book the
transaction as a bill-and-hold. Kaiser ultimately agreed to accept
shi prent of, and TALX shi pped, hardware for 31 of the 37 systens by
Sept enber 30, 2000. Defendant reviewed Kaiser’s signed |letter and
di scussed it wth M. G aves, who concl uded the Kai ser deal should
not be booked because it did not neet the bill-and-hold
requirenents.

Def endant decided that TALX would recognize the ful
amount of $380, 000 of revenue associated with the sale of hardware
by finding that the approximately $79,500 worth of revenue
associated with the six unshi pped systens coul d be recogni zed as a
bill-and-hold transaction. M. Gaves analyzed the materiality of
the $79,500 on TALX s second-quarter financial results, and
determ ned that the revenues recognized on a bill-and-hold basis
were immterial .

The Kaiser transaction with TALX was booked as a bill -
and-hold sale in TALX s Form 10-Q in the second quarter of fisca
year 2001, inproperly recognizing $79,500 in revenues associ ated
wth the six CPS hardware units that did not ship until TALX s
fourth quarter. M. Gaves provided Kaiser's letter to KPMG in
Cctober 2000 during its quarterly review. KPMG reviewed Kaiser’s
letter, discussed the circunstances of the transaction with M.
G aves, and inforned M. Gaves that KPMs concluded the sale did
not qualify for such bill-and-hold revenue recognition. After
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performng a materiality anal ysis, TALX concl uded that the $79, 500,
which represented less than 1 percent of gross revenues, was
immaterial and would not result in a material msstatenent of
TALX s second-quarter financial results and earnings. KPMGdid not
post the $79, 500 of revenue as an audit difference, and it did not
di scuss the error with TALX s Audit Conm tt ee.

In January 2004, TALX corrected the error and included
the $79, 500 of revenue as part of the restatenent of CPS revenue.
Nei t her TALX nor KPMG performed a materiality analysis in 2003 to
determne if the error was material to TALX s fiscal 2001 second-
quarter financial statenents.

2. Cuyahoga Equi prent Sal e

In the first quarter of fiscal year 2000, TALX
erroneously recogni zed $32, 909 of revenue on a sal e of CPS hardware
to Cuyahoga that TALX did not ship until the second quarter of
fiscal year 2000. Prior to booking the transaction, M. G aves
informed defendant that the sale did not qualify as a bill-and-
hol d. KPMG di scussed the Cuyahoga transaction w th defendant
during its first-quarter review and concluded that the Cuyahoga
transaction should not have qualified for bill-and-hold revenue
recogni tion. KPMS concluded that TALX s erroneous recognition of
the revenue was immterial and would not result in a material
m sstatenment of TALX s first-quarter financial results. KPMG did

not post the $32,909 of revenue as an audit difference. TALX
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corrected the error and included the $32,909 of revenue as part of
the restatenent of CPS revenue. Neither TALX nor KPMG perforned a
materiality analysis in 2003 to determne if the revenues
recogni zed on the Cuyahoga transaction were material to TALX s
fiscal year 2000 first-quarter financial statenents.
3. PS Technol ogy Equi prent Sal e

In the second quarter of fiscal year 2001, TALX
erroneously recogni zed $27, 710 of revenue on a sal e of CPS hardware
to PS Technol ogy that did not ship until the third quarter. TALX
corrected the error and included the $27,710 of revenue as part of
TALX s restatement of CPS services revenues. Neither TALX nor KPMG
performed a materiality analysis in 2003 to determne if the
revenues erroneously recognized in the PS Technol ogy transaction
were material to TALX s fiscal 2001 second-quarter financial
statenents.
K. Def endant’ s I ncentives

1. St ock Sal es

During the ten years defendant was enpl oyed by TALX from
1994 to 2003, he personally sold TALX stock once. In early May
2001, defendant sold 25,000 of the 70,000 shares of TALX stock he
t hen owned for an average of $26.40 per share and realized a gain
of $660, 000. Defendant retai ned ownership of the 45,000 renaini ng
shares of TALX stock and vested options he owned, as well as the

45, 000 of shares he held in unvested options. Defendant did not
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sell stock after May 2001 despite TALX s share price rising its
all-time high of $41--defendant could have sold his renaining
45,000 shares and realized $1, 800, 000. Defendant al so el ected not
to sell shares in the secondary offering, where he could have
realized $1, 400,000 for his remaining shares.

M. Graves and anot her vi ce president sol d between 10, 000
and 15,000 shares during the sane period as defendant, and M.
Canfield sold 200,000 shares for $6,400,000 as part of the
secondary offering. Wen defendant resigned fromTALX i n Decenber
2003, he still owned the 45,000 shares. He also held 77,000
unexerci sed stock options which automatically termnated on
resignation. Defendant sold his remaining shares in 2005.

2. TALX s Enployee Stock Purchase Plan, Stock Option
Program and Incentive Conpensation Pl an

Def endant participatedin TALX s vol untary enpl oyee st ock
purchase plan that provided all enployees with the opportunity to
have TALX autonati cal |y wi t hhol d conpensati on fromtheir paychecks,
whi ch woul d then be used to purchase shares of TALX stock at the
end of quarters. Defendant also participated in TALX s enpl oyee
stock option program Approxi mately 150 to 200 TALX enpl oyees,
i ncl udi ng defendant, were eligible to participate and recei ve st ock
options under the program TALX s Conpensation Commttee, of
whi ch defendant was not a nenber, decided which enployees were

eligible to participate and how many stock options to award.
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TALX al so had an i ncentive conpensati on program in which
def endant al so participated, where alnost all TALX enpl oyees were
el igible for bonuses cal cul ated as a percentage of each enpl oyee’s
base annual salary. The Conpensation Conmttee, which determ ned
the criteria and percentages for granting the annual bonuses, tied
t he bonuses to TALX s EPS. As defendant’s entire bonus depended on
TALX s EPS, defendant had to neet the annual EPS target to get his
full bonus. Defendant received $1,200 in fiscal year 1999, $72, 500
in fiscal year 2000, $80,000 in fiscal year 2001, and $45,000 in
fiscal year 2002, for a total of $198,700 in bonuses from 1999 to
2002.

The m sstatements discussed above in Table B affected
only defendant’s fiscal year 2001 bonus--which should have been
$48, 000 i nstead of $80, 000--and defendant’s fiscal year 2002 bonus
whi ch shoul d have been slightly higher than $45,000 due to the
restated EPS, as shown in Table A. None of the restated EPS for
any fiscal year would have affected defendant’s award of stock
options as those awards were not based on or tied to EPS.
Simlarly, none of the restated EPS woul d have affected defendant’s

salary increases from 1999 to 2003.
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1. CONCLUSI ONS OF LAW

The Court has jurisdiction over this action pursuant to
§ 22(a) of the Securities Act of 1933 (“Securities Act”), 15 U. S. C
§ 77v(a), and 88 21(d) and 27 of the Exchange Act, 15 U.S.C. 88§
78u(d) and 78aa. As discussed below, of the seven counts, the
Court finds only that defendant knowi ngly falsified books and
records relating to the Kaiser and Cuyahoga transactions in
violation of 8 13(b)(5) of the Exchange Act and Rul e 13b2-1 (Count
4). Consequently, the Court wll 1inpose a second-tier civil
penalty of $5000. O herwise, judgnment wll be entered on
defendant’s behalf on the remaining six counts and any further
relief will be denied.
A Securities Fraud Al legations: Counts 1, 2, and 3

The first three counts of the SECs first anended
conpl aint assert that, in connection with the offer or sale of TALX
securities, defendant: (1) with scienter, enployed a schene to
defraud in violation of § 17(a)(1) of the Securities Act, 15 U S. C
8 77q(a)(1l); (2) negligently obtained noney by neans of untrue
statenents of material facts or material om ssions, or engaged in
busi ness practices operating as a fraud upon a purchaser or seller
inviolation of 8 17(a)(2) & (3) of the Securities Act, 15 U S.C.
8 77q(a)(2) & (3); and (3) with scienter, enployed a schene to
defraud, nmade an untrue statenment of a material fact or a materi al

om ssion, or engaged in business practices operating as a fraud
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upon a purchaser or seller in violation of 8§ 10(b) of the Exchange
Act and Rule 10b-5, 15 U.S.C. § 78j(b) and 17 C.F.R 8§ 240.10b-5.8

See In re K-tel Int'l, Inc. Sec. Litig., 300 F.3d 881, 888 (8th

Cir. 2002) (holding that a plaintiff nust showboth materiality and
scienter to proceed on clains under § 10(b) of the Exchange Act);

Pagel, Inc. v. SEC, 803 F.2d 942, 946 (8th Cr. 1986) (citations

omtted) (“[T] he SEC nust prove scienter in actions under sections
10(b) and 17(a)(1), but . . . it need only prove negligence in
actions under sections 17(a)(2) or (3).7). As di scussed bel ow,
because the SEC has not nmet its burden of proving the materiality
requirenment in Counts 2 and 3 and the scienter requirenent in
Counts 1 and 3, judgnent wll be entered for defendant on all three
counts.
1. Materiality

To establish materiality, “there nmust be a substanti al
i kelihood that the disclosure of the omtted fact woul d have been
vi ewed by the reasonable investor as having significantly altered

the total m x of informati on nmade available.” TSC Ilndus., Inc. V.

Northway, Inc., 426 U S. 438, 449 (1976) (quotation omtted). For
exanple, TALX s restatenents are evidence of materiality. See |

re Peritus Software Services, Inc. Sec. Litig., 52 F. Supp. 2d 211,

8 Each of the three counts al so requires that defendant
knowi ngly used a neans of interstate transportation or
communi cation in furtherance of the fraudul ent conduct.
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222-23 (D. Mass. 1999). However, information that would not matter

to a reasonable investor is immterial. Parnes v. Gateway 2000,

Inc., 122 F.3d 539, 547 (8th Gir. 1997).

The SEC s Staff Accounting Bulletin No. 99 (“SAB 99")
sets forth the policy that many qualitative factors nmay cause
m sstatenents of quantitatively small anounts to be material.
Securities and Exchange Comm ssion Staff Accounting Bulletin No.
99, 64 Fed. Reg. 45,150, 45,151 (Aug. 19, 1999). The Second

Crcuit in Ganino v. Gtizens Uil. Co., 228 F. 3d 162-63 (2d. Gr.

2000), and a dissenting Eighth Grcuit judge in Romne v. Acxiom

Corp., 296 F.3d 701, 710 (8th Cr. 2002) (Bye, J., dissenting),
have | ooked to SAB 99 as a persuasive authority. SAB 99 directs
that both individual msstatenents and their aggregate effect
should be considered when analyzing their materiality. St af f
Accounting Bulletin No. 99, 64 Fed. Reg. at 45, 153. Even the
majority in Romne follows SAB 99's cunul ative effect approach by
holding that nmultiple potentially material msstatenents may be
addressed seriatim “except to the extent their cumul ative inpact
may becone relevant.” Rom ne, 296 F.3d at 705 (enphasis added).
Def endant continually relies on the Eighth Crcuit’s
finding that a 2% overstatenent of assets is immterial. See
Parnes, 122 F.3d at 547. However, defendant’s proposed 2%/ it nus
test for the materiality of an individual msstatement fails to

address the cunulative effect of several msstatenents. “ Any
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approach that designates a single fact or occurrence as always
determnative of an inherently fact-specific finding such as
materiality, nmust necessarily be overinclusive or underinclusive.”

See Basic Inc. v. Levinson, 485 U S. 224, 236 (1988).

In examning the “total mx” of information avail abl e,
the SEC in SAB 99 recommends the exam nation of both quantitative
and qualitative factors, which include the foll ow ng non-exhaustive
list:

(1) whether the m sstatenent arises froman itemcapabl e
of precise neasurenent or whether it arises from an
estimate, and, if so, the degree of inprecision inherent
in the estimate; (2) whether the m sstatenent nmasks a
change in earnings or other trends; (3) whether the
m sstatenment hides a failure to neet anal ysts’ consensus
expectations for the enterprise; (4) whether the
m sst atenment changes a |oss into incone or vice versa;
(5) whether the m sstatenent concerns a segnent or ot her
portion of the registrant’s business that has been
identified as playing a significant role in the
regi strant’ s operations or profitability; (6) whether the
m sstatenent affects the registrant’s conpliance wth
regul atory requirenents; (7) whether the m sstatenent
affects the registrant’s conpliance with | oan covenants
or other <contractual requirenents; (8) whether the
m sstatenment has the effect of increasing nanagenent’s
conpensation — for exanple, by satisfying requirenents
for the award of bonuses or other forns of incentive
conpensation; and (9) whether the m sstatenent involves
conceal ment of an unlawful transaction.

Staff Accounting Bulletin No. 99, 64 Fed. Reg. at 45, 152.

The SEC also notes that when “managenent or [an]
i ndependent auditor expects (based, for exanple, on a pattern of
mar ket performance) that a known msstatenment may result in a
significant positive or negative market reaction, that expected
reaction should be taken into account when consi dering whether a
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m sstatenent is material.” Staff Accounting Bulletin No. 99, 64
Fed. Reg. at 45,152. SAB 99 indicates that the intent of
managenent may evidence materiality where m sstatenents were nade
to manipulate reported earnings, and notes that “investors
generally would regard as significant a nmanagenent practice to
over- or under-state earnings up to an anount just short of a
percentage threshold in order to ‘nmanage’ earnings.” St af f
Accounting Bulletin No. 99, 64 Fed. Reg. at 45,152. “A
m sstatenent of the revenue and operating profit of a relatively
smal | segnent that is represented by nanagenent to be inportant to
the future profitability of the entity is nore likely to be
material to investors than a msstatenent in a segnent that
managenent has not identified as especially inportant.” St af f
Accounting Bulletin No. 99, 64 Fed. Reg. at 45,152 (quotation and
citation omtted). The Court should al so consider whether the
m sstatenments were nmade to neet earnings goals to boost public
confidence in the stock, particularly before a stock offering.
After considering both the quantitative and qualitative
factors discussed supra, the Court 1is unpersuaded that the
m sstatenments were material, even in light of TALX s restatenent.
The SEC alleges that the msstatenents were made to neet EPS
targets, but the Court has not been presented with any evi dence of
what those targets were. The SEC all eges that the overstatenents
were made to boost confidence before a secondary offering, but in
the two quarters before the secondary offering revenue was
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understated--potentially causing the opposite effect. The SEC
al l eges that the m sstatenents were attenpts to “nanage” earni ngs,
but there has been no evidence that the m sstatenents cunul atively
or otherwi se had a material inpact on TALX s earnings, especially
considering the fact that TALX was phasing out the CPS division.
As discussed supra, the msstatenents only constituted small,
insignificant percentages of the revenue both quarterly and
annually. The SEC s assertions of materiality have been utterly
unsupported and conclusory in nature. There is not a substanti al
i kelihood that the disclosure of the omtted facts woul d have been
vi ewed by the reasonable investor as having significantly altered
the total m x of infornmation nmade avail abl e. Consequently, the SEC
has not nmet its burden on both Counts 2 and 3.
2. Sci ent er

To show that defendant acted with scienter, the SEC may
of fer evidence that defendant possessed “a nental state enbracing
intent to deceive, nmanipulate, or defraud,” acted wth severe
r eckl essness, or had an unusually heightened notive and

opportunity. In re K-tel Int’l, 300 F.3d at 893-94 (citations

omtted). Severe recklessness involves “an extrenme departure from
the standards of ordinary care” which presents “a danger of
m sl eadi ng buyers or sellers which is either known to t he def endant

or is so obvious that the defendant nust have been aware of it.”
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K& S Pship v. Cont’l Bank, N.A, 952 F.2d 971, 978 (8th Cr.

1991) (citations and quotations omtted).
“Proof of scienter need not be direct but may be ‘a

matter of inference fromcircunstantial evidence.’”” Pagel, Inc. v.

SEC, 803 F.2d 942, 946 (8th Cir. 1986) (quoting Herman & Maclean v.

Huddl eston, 459 U.S. 375, 390 n. 30 (1983)). However,
“[gleneralized i nputations of know edge do not suffice, regardl ess
of defendant[’s] position[] wthin the conpany.” Gty of

Phi | adel phia v. Flem ng Conpanies, Inc., 264 F.3d 1245, 1264 (10th

Cr. 2001) (quoting In re Advanta Corp. Sec. Litig,, 180 F.3d 525,

539 (3d Cir. 1999)). The SEC nust offer evidence beyond a nere
al l egation that defendant nust have known because he was the Vice
President of the CPS division and the CFO

The SEC nust show that defendant’s “judgnent--at the
nmonment exercised--was sufficiently egregious that a reasonable
accountant reviewng the facts and figures should have concl uded
that the conpany’s financial statenents were m sstated and that as

a result the public was likely to be msled.” SEC v. Guenthner,

395 F. Supp. 2d 835, 845 (D. Neb. 2005) (citing Inre KON Ofice

Solutions, Inc., 277 F.3d 658, 673 (3d Cir. 2002)). Sinply stated,

a violation of GAAP is evidence of scienter.
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a. No Evidence of Scienter Under Either Billing
Practice

The SEC has not shown that defendant possessed the
requisite scienter when wutilizing either of TALX' s billing
practices. Wth respect to the percentage-of-conpletion billing,
t he SEC argues that defendant knew TALX was prematurely recording
revenue. However, there is no evidence that defendant knew the
vari ous managers assigned to properly report the revenue were not
performng their jobs correctly. Defendant did not neet with the
project and team managers to discuss the revenue reports and
revenue recognition. |Instead, defendant held two training neetings
to ensure that the managers were properly recordi ng and recogni zi ng
revenue. Furthernore, there was no evi dence that the managers were
pressured by defendant to accel erate revenue. The CPS di vi si on was
bei ng phased out during the years the msstatenments occurred.
G ven the varying nature of the revenues, defendant had no reason
to suspect that CPS revenues were not being recorded accurately.
Here again, the SEC s bl anket allegations are |eft unsupport ed.

O the three bill-and-hold transactions, the SEC offered
evi dence of scienter only with respect to the Kai ser and Cuyahoga
equi pnent sal es.® Defendant was told by M. Graves that the Kaiser
and Cuyahoga transactions did not neet the requirenents of a bill-

and- hol d. Subsequently, defendant reported the respective anmounts

°® The SEC has not made any show ng that defendant knew of
the error concerning the PS Technol ogy transaction until it was
| at er discovered in Novenber 2003.
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of $79,500 and $32,909 of revenue after both Gaves and KPMG
determ ned that the anbunts of prematurely recogni zed revenue were
immaterial . Upon review of the evidence of scienter, or |ack
thereof, the Court concludes that the de mnims Kaiser and
Cuyahoga m sstatenents are insufficient to evidence defendant’s
“Iintent to deceive” or “a danger of msleading buyers.”
Consequently, the circunstantial evidence indicates that defendant
did not possess the requisite scienter with respect to those
transacti ons.

b. Assertions of Mbtive to Accelerate Revenue
Unsupport ed

The SEC further alleges that defendant was notivated to
mani pul ate CPS revenues to inflate TALX s revenues and earni ngs,
facilitate TALX s secondary offering in August 2001, and derive
personal gain from annual bonuses and stock sales. The Ei ghth
Circuit has recogni zed t hat “al | egi ng t he def endant [ ]
m srepresented corporate perfornmance in order to keep stock prices
inflated while selling stock” is a sufficient alleged notive to

establish scienter. In re K-tel Int’'l, 300 F.3d at 894. Because

10 Def endant argues his good faith reliance on KPMG in
deciding what to file wth the SEC di sproves scienter. However,
an accountant’s actions are not dispositive on the issue of
whet her a statenent was nade with the requisite intent. See
United States v. Colasurdo, 453 F.2d 585, 594 (3d Cr. 1971)
(“[While reliance upon accountants’ advice m ght be highly
per suasi ve, although not concl usive, m sl eading accountants so as
to cause themto omt material they would otherwi se include is a
strong indication of the falsity and m sl eadi ng nature of the
filing actually made.” (quotation and citation omtted)).
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the msstatenents in revenues shift earnings from one quarter to
anot her, TALX had bot h under- and overstatenents. Upon a review of
the msstatenents, the Court cannot discern a pattern where CPS
revenue was strategically shifted, especially consideringthat TALX
was de-enphasi zing the division. Even during the two quarters
i mredi ately preceding the secondary offering in August 2001, CPS
earni ngs were understated. In fact, nost of the revenue was
erroneously recogni zed between April and Decenber of 2000--well
before TALX s Board of Directors began seriously considering the
secondary offering in April 2001. The SEC continually asserts that
the revenue was shifted to neet earnings goals, but neglects to
adduce evi dence of what those goals were and how t he m sstatenents
al l owed TALX to neet them

The m sstatenents only affected defendant’s fiscal year
2001 bonus--whi ch shoul d have been $48, 000 i nstead of $80, 000--and
defendant’s fiscal year 2002 bonus whi ch shoul d have been slightly
hi gher than the $45, 000 defendant received. However, defendant’s
notive to increase his bonus is one common to all the TALX
enpl oyees whose bonuses depended on the EPS targets. A comon
nmotive like this undercuts any suggestion of scienter. See Kalnit
v. Eichler, 264 F.3d 131, 140 (2d Cr. 2001) (“[A]ln allegation that
defendants were notivated by a desire to mamintain or increase
executive conpensation is insufficient because such a desire can be

inputed to all <corporate officers.”); PR _ Dianonds, Inc. V.
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Chandl er, 364 F.3d 671, 690 (6th Cir. 2004) (“[Clourts distinguish
notives common to corporations and executives generally from
notives to commt fraud.”).

Furthernore, defendant’s single stock sale in May 2001
does not support a finding that he was notivated to mani pul ate CPS
revenue recognition. Defendant’s single sale at a price
significantly below the all-tinme high and at a tinme nonths away
fromthe secondary offering does not support an inference of notive

to m sstate earnings. See In re Navarre Corp. Sec. Litig., 299

F.3d 735, 747 (8th Gr. 2002) (“Insider stock sales are not
i nherently suspicious; they becone so only when the |evel of
trading is dramatically out of linewith prior trading practices at
tinmes calculated to maxi m ze the personal benefit fromundi scl osed
inside information.” (citations and internal quotations omtted)).
Not ably, defendant elected not to sell his remaining shares for
$1.8 million at the stock’s all-time high and for $1.4 mllion
during the secondary offering. In view of the above, the SEC has
failed to show that defendant possessed the scienter necessary to
nmeet the its burden on Counts 1 and 3.
B. Al l egation of Insufficient Internal Controls: Count 4

The Fourth Cdaim asserts that defendant know ngly
circunvented or failed to i nplenment a systemof internal accounting

controls or knowngly falsified books, records, or accounts
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described in & 13(b)(2)* of the Exchange Act in violation of §
13(b)(5)* of the Exchange Act and Rule 13b2-1.¥® Contrary to
def endant’s assertions, scienter is not an el enent of clai ns under

8 13 of the Exchange Act. See Ponce v. SEC, 345 F.3d 722, 737 (9th

Cr. 2003); SEC v. McNulty, 137 F.3d 732, 740-41 (2d Gr. 1998);

SEC v. Savoy Indus., Inc., 587 F.2d 1149, 1165 (D.C. Gr. 1978).

The SEC only needs to show that defendant acted know ngly for an
all eged violation under 8 13(b)(5). See 15 U.S.C. 8 78nm(b)(5).
There is evidence that defendant knew he was falsely
recording the Kaiser and Cuyahoga projects as bill-and-hold
transactions. As discussed supra, defendant recorded the revenue
even after he was told and did knowthat these transactions did not
nmeet the requirements of a bill-and-hold. Contrary to Counts 1, 2,
and 3, no showi ng of scienter or materiality is required for Count

4. Consequently, the Court finds that defendant’s reporting of the

11 Section 13(b)(2)(A) states that every § 12 registrant
must “make and keep books, records, and accounts, which, in

reasonabl e detail, accurately and fairly reflect the transactions
and di spositions of the assets of the issuer.” 15 U S.C. 8§
78mb) (2) (A).

12 “No person shall know ngly circunvent or know ngly fai

to inplenent a systemof internal accounting controls or
knowi ngly falsify any book, record, or account described in [8§
13(b)(2)].” 15 U.S.C. 8 78m(b)(5).

¥ Simlarly, Rule 13b2-1 provides that “[n]o person shal
directly or indirectly, falsify or cause to be falsified, any
book, record or account subject to Section 13(b)(2)(A) of the
Securities Exchange Act.” 17 C.F.R 8§ 240.13b2-1.
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Kai ser and Cuyahoga transactions as bill-and-holds violated 8§
13(b) (5) of the Exchange Act and Rule 13b2-1.

Wth respect to the remai ni ng CPS revenue m sst at enents,
the Court does not find any evidence that defendant know ngly
falsified or directed soneone else to falsify TALX s books and
records by erroneously recogni zing CPS revenues; nor is there any
evi dence t hat defendant know ngly circumvented or knowi ngly failed
to inplement a system of internal accounting controls that would
prevent the erroneous recognition of CPS revenues. Once nore, the
SEC s briefing and argunent on this issue has been highly
conclusory and generally unsupported by its proof.

C. Ai ding and Abetting Allegations: Counts 5 and 6

Counts 5 and 6 respectively allege that defendant: (5)
knowi ngly and substantially assisted TALX in filing materially
m sl eading reports with the SEC and failed to file required
docunents and information in violation of § 13(a) of the Exchange
Act and Rul es 12b-20, 13a-1, 13a-11, 13a-13, 15 U. S.C § 78m(a) and
17 C.F. R 88 240. 12b- 20, 240. 13a-1, 240.13a-11, and 240. 13a-13; and
(6) knowi ngly and substantially assisted TALX s failure to keep
accurate records of transactions and to devise and nmaintain
adequate i nternal accounting controls in violation of 8§ 13(b)(2) of

the Exchange Act, 15 US. C. § 78mb)(2).%* In alleging that

14 Section 13(b)(2)(B) states that every § 12 registrant
must “devise and nmaintain a system of internal accounting
controls sufficient to provide reasonabl e assurances that
(1i1) transactions are recorded as necessary (l) to permt
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def endant aided and abetted TALX in filing materially m sl eading
reports and failing to keep accurate records, the SEC nust
establish a securities |laws violation by the primary party, which

can be a corporation such as TALX. See Canp v. Denmm, 948 F. 2d 455,

459 (8th CGr. 1991); see also Ponce v. SEC, 345 F. 3d 722, 737 (9th

Cr. 2003) (analyzing whether an independent auditor can aid and
abet the corporation that hires hin. As di scussed supra, the
Court does not find that any of TALX' s filings were materially
fal se or m sleading. Furthernore, the Court does not find that the
systemof internal controls used by TALX was insufficient to permt
preparation of financial statenments in conformty with GAAP

Assuming a primary violation, arguendo, “aiding and
abetting not only requires assistance, but also know edge of a
wrongful purpose.” Canp, 948 F.2d at 459. “[A] bare inference
t hat t he def endant nust have had know edge of the primary viol ation
is insufficient.” 1d. (quotations and citations omtted). *“Sone
know edge nust be shown, but the exact |evel necessary for
l[tability remains flexible and nust be decided on a case-by-case
basis. Negligence, however, is never sufficient.” [|d.

To neet its burden under Counts 5 and 6, the SEC nust
show t hat defendant provided TALX, the alleged primary violator,

W th substantial assistance inthe violations. 15 U. S.C. 8§ 78nm(a),

preparation of financial statenments in conformty wth generally
accepted accounting principles or any other criteria applicable
to such statenents . . . .” 15 U S.C. 8 78mb)(2)(B)
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(b)(2). Substantial assistance requires cul pable conduct that
i nvol ves sone el enment of bl aneworthiness. Canp, 948 F.2d at 459.
The person whose actions caused the conpany to violate 8 13(b) can
be found to have aided and abetted the conpany in its violation.

See, e.q., SEC v. Intelliquis Int’'l, Inc., Case No., 2:02-CV-674

PGC, 2003 U.S. Dist. LEXIS 27131, at *40 (D. U ah Decenber 11,
2003) .

Wth respect to the above violations of § 13(b)(5) of the
Exchange Act and Rul e 13b2-1, the Court found that defendant acted
as the primary violator, as opposed to the aider and abettor, when
he reported t he Kai ser and Cuyahoga transacti ons as bill-and- hol ds.
O herwi se, the Court does not find that defendant knew of any ot her
viol ation, such as the existence of a material error or an i nproper
purpose on the part of TALX Consequently, judgment wll be
entered in favor of defendant on Counts 5 and 6.
D. Al l egation of M sleading Auditors: Count 7

The SEC s seventh claim asserts that defendant nmade a
materially false or msleading statenent, or omtted a materi al
fact, to TALX s independent auditors, KPM5 1in violation of

Exchange Act Rule 13b2-2, 17 C.F.R 8§ 240.13b2-1.® Here again, a

15 Rule 13b2-2 prohibits an officer or director of an
issuer frommaking materially false statenents to an account ant
in connection with an audit or in connection with the preparation
of any docunent filed with the SEC. 17 C F. R 8§ 240.13b2-2. The
SEC all eges that the test for materiality under Rule 13b2-2 is
whet her the m sstatenent had the potential of keeping the auditor
fromdiscovering a fal se book or record. In support of the
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finding of scienter is not required. The errors occurred because
team and project nmanagers were not performng their jobs wthin
TALX s system of internal controls consistently or adequately.
There is no evidence that defendant was aware of the failure, and
t hus defendant could not have m sl ed KPMG concerni ng whet her the
managers were performng their jobs correctly. Furthernore, there
is no evidence that, when defendant signed the nanagenent
representation letters, he knew of the existence of material errors
in TALX s revenue recognition for CPS inplenentation services or
that he knew the system of internal controls was inadequate to
detect that team and project managers were not carrying out their
revenue recognition responsibilities. Consequently, judgnment wl|
be entered in favor of defendant on Count 7.
E. Rel i ef
1. Per manent | njunction

The SEC seeks a permanent injunction against defendant
essentially for any future violations of the above statutes and
rul es. To obtain an injunction under either 8§ 20(b) of the
Securities Act or 8 21(d) of the Exchange Act, the SEC nust prove
that, unless enjoined, there is a reasonable and substantial

likelihood that defendant will conmmt future violations. SEC v.

Pros Int’'l, Inc., 994 F.2d 767, 769 (10th Cr. 1993). The Court

argunent, the SEC cites to, but does not provide a copy of,
Exchange Act Rel. No. 15570 (Feb. 15, 1979), which this Court has
not been able to access.
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considers the following non-exhaustive list of factors in
determning the likelihood of future violations: “the seriousness
of the violation, the degree of scienter, whether defendant’s
occupation will present opportunities for future violations, and
whet her defendant has recognized his wongful conduct and gives
si ncere assurances agai nst future violations.” 1d. The Court also
considers the sum of the circunstances surroundi ng defendant and
hi s past conduct in determ ni ng whether to grant i njunctive relief.

See SEC v. Zale Corp., 650 F.2d 718, 720 (5th Cr. 1981).

Def endant is liable only for know ngly falsifying books
and records in violation of 8 13(b)(5) of the Exchange Act and Rul e
13b2-1, which only required a finding that defendant acted
knowi ngly, not with scienter. The m sstatenents associated with
the falsified books and concerning the Kaiser and Cuyahoga
transactions were immaterial. Currently, defendant works as a hone
bui | der and does not have any opportunities for future violations.
In light of the above considerations, the Court will not grant a
per manent i njunction.

2. Cvil Penalties

The SEC seeks a third-tier civil penalty pursuant to 8
21(d) (3) of the Exchange Act, which provides that, “Wenever it
shal | appear to the Comm ssion that any person has violated any
provi sion of this chapter, . . . the court shall have jurisdiction

to i npose, upon a proper showi ng, acivil penalty to be paid by the
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person who conmitted such violation.” 15 U.S.C. § 78u(d)(3).
However, third-tier penalties are not available because the
requisite finding that defendant’s action directly or indirectly
resulted in or created a significant risk of substantial |osses to
ot her persons has not been nmade. |If the violation involved fraud
or reckless disregard for a regulatory requirenent, the anmount of
a |l ower second-tier penalty for each violation shall not exceed the
greater of $50,000'® or “the gross ampbunt of pecuniary gain to such
defendant as a result of the violation.” 15 U S C 8§
78u(d) (3)(B)(ii).

In determ ning whether to assess civil penalties, the
Court considers the followng factors: “(1) the egregi ousness of
the violations; (2) the isolated or repeated nature of the
violations; (3) the defendant’s financial worth; (4) whether the
def endant conceal ed his trading; (5 what other penalties arise as
the result of the defendant’s conduct; and (6) whether the

defendant is enployed in the securities industry.” SECv. Sargent,

329 F.3d 34, 42 (1st Gr. 2003). As discussed supra, defendant’s
violation was done knowi ngly, not wth scienter, and does not
concern material msrepresentations. The violations were rel ated
to two reported bill-and-hold transactions. The matter was
di scl osed to KPM5 and M. G aves, evidencing that defendant did not

try to hide his actions. Furthernore, defendant no | onger works in

16 The SEC asserts that this anmount should be increased to
$55,000 to adjust for inflation pursuant to 17 C.F. R 8§ 201.1001.
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the securities industry. Accordingly, the Court finds that a
second-tier civil nonetary penalty of $5000 will achi eve the goals

of puni shnent and deterrence. See SEC v. Mran, 944 F. Supp. 286,

296 (S.D. N Y. 1996) (“By enacting the Penalty Act, Congress sought
to achi eve the dual goals of punishnent of the individual violator
and deterrence of future violations.”).
3. O ficer and Director Injunction

The Court nmay enjoin any person who violated 8§ 78j(h)
from “acting as an officer or director of any issuer” that is
regi stered or required to file reports “if the person’s conduct
denonstrates unfitness to serve as an officer or director of any
such issuer.” 15 U S.C. § 78u(d)(2). The Court does not find a
violation of 8 78j(b) as is alleged in Count 3. Even if such a
violation were found, the Court has considered the factors

di scussed in SECv. First Pac. Bancorp, 142 F.3d 1186, 1193-94 (9th

Cr. 1998), and finds that defendant’s conduct as di scussed above
does not warrant this relief, which is accordingly deni ed.
4. Di sgor genent
“The SEC s power to obtain injunctive relief has been
broadly read to include disgorgenent of profits realized from

violations of the securities laws.” SEC v. dark, 915 F.2d 439,

453 (9th Gr. 1990); see also SECv. Fischbach Corp., 133 F. 3d 170,

175 (2d Gr. 1997) (“As an exercise of its equity powers, the court

may order wongdoers to disgorge their fraudulently obtained
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profits.”). The Court recognizes that “[t]he deterrent effect of
an SEC enforcenent action woul d be greatly undermned if securities
| aw violators were not required to disgorge illicit profits.” SEC

v. First Jersey Sec., Inc., 101 F.3d 1450, 1474 (2d Cr. 1996)

(quotation and citation omtted). However, “[t]he court’s power to
order disgorgenent extends only to the amount with interest by

whi ch the defendant profited fromhis wongdoing.” SEC v. Blatt,

583 F.2d 1325, 1335 (5th Cir. 1978).
As an equitable renmedy, the Court is not required to
grant di sgorgenent upon a finding that a defendant viol ated federal

securities laws. See First Jersey Sec., 101 F.3d at 1474-75. The

SEC has not shown that defendant obtained any ill-gotten gains or
unjust enrichnment from his actions of falsifying the books and
records concerning the Kaiser and Cuyahoga transactions.
Furthernore, the Court is not persuaded that defendant benefitted
t hrough bonuses, sal ary, or stock sales fromsuch i nsignificant and
i mmat eri al accel erations of revenue. Consequently, the Court w ||
not order the disgorgenent of any funds.
1. CONCLUSI ON

A judgnment will be entered herein this day finding in

favor of defendant Cohen on Counts 1, 2, 3, 5, 6, and 7, and in
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favor of the SEC on Count 4. Based upon that finding, the Court

will inpose a civil penalty against defendant Cohen in the anount

of $5, 000. 00.

Dated this 19t h day of April, 2007.

[ s/ Donald J. Stohr
UNI TED STATES DI STRI CT JUDGE
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